Assigning the Costs and Benefits of Joint-use Plant

gains arising from the presence of such efficiencies should in general flow to customers of
monopoly services rather than be used to reduce the effective cost of competitive services or
otherwise benefit the utilities’ shareholders. As a matter of sound economic policy, such joint
use should be encouraged. However, at the same time, it is essential that regulators recognize
and address the economic risks that arise by such a policy if the joint use of common plant
permits the integrated firm to produce its competitive services at a cost that is below that
which would be incurred by any competitor vwho did not possess the ability to commingle the
production process with that for basic monopoly telephone services. The integrated firm
would almost always then be in a position to underprice any and all competitors and thereby
to prevent sustainable entry, thus preserving its monopoly status over the long run.

Moreover, to the extent that the overwhelming majority of the jointly-used piant and
operations was acquired originally to support regulated monopoly services under a regulatory
paradigm in which the actual investors were largely (if not entirely) insulated from most
normal business risks, it is entirely reasonable that any added value that the utility may be
able to derive from that capital base and operations be used, first, to offset any "losses" that

nughtothcmseanseductothepresenceofapmmllycompenuvemarket,andonlythcnto
capture the gains for its own owners and investors.

In order to determine the proper (i.e., fair and economically efficient) assignment of the
costs and benefits of joint-use plant to the monopoly and competitive service categories, it is
useful to consider two positions that seem inherent in many LECs’ view of the world. First,
with respect to the emergence of competition, LECs seem to believe that any competitor that
enters and makes inroads into their traditional market(s) must render them whole for the
revenue (or "contribution") that is foregone as a result of shrinking the LEC’s share of the
market.!* Second, LECs seem to believe that the benefits of jointly used plant — i.e., plant
that supports the provision of both monopoly and competitive services — are available either
to support their own competitive initiatives or simply to increase their profits overall. These
two positions — recovery of "competitive losses" and the right to flow the gains from joint
production to the LEC’s own benefit — would inappropriately validate the LECs’ parochial
perspective on competition, and deny ratepayers the full societal benefits that could ensue
from (1) allowing mulitiple providers to offer potentially competitive telecommunications
services, and (2) integrating resources to support multiple, diverse operations.

If an economy of scope exists as between a monopoly and a competitive service,
permitting the integrated firm to flow any of the benefits of joint production to the
competitive service will afford it an unfair advantage over any non-integrated competitor.
Consider the case of billing and collection services. The LEC typically sends out only a

16. For example, in the California PUC’s IRD proceeding (1.87-11-033, IRD Phase), Pacific Bell argued that it
should be entitled to recover "competitive losses” arising from the opening up of the California intraLATA toll market
to competitive entry, a position that the Commission soundly rejected.
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single billing statement to its customers that covers both local and long distance services. By
including competitive (long distance or other) services on the same monopoly (local) services
bill, the integrated LEC avoids the costs of preparing and mailing a separate long distance bili
and of separately processing and accounting for payments thereof. In fact, the marginal cost

- of including long distance services on the local services bill, which would be mailed out in
any event, is negligible. Except in rare cases, the long distance billing activity does not even
require an additional stamp, or an additional envelope, or additional collection processing
costs.'” Non-integrated long distance competitors might have to incur costs of between $1
and $2 per month per customer account to accomplish the same thing.'®

The theory here seems to be that since the local service bill will have to be prepared and
mailed in any event, the inclusion of long distance charges represents only the marginal cost
for the added data processing and printing and, occasionally, for additional postage. Of ‘
course, an equally compelling argument could be advanced to support reversing this particular
"chicken and egg:" For most residential and for many business subscriber, local telephone
service is furnished on a flar rate basis, hence there is essentially no variation in the monthly
charge for basic local telcphone service from one month to the next. Some types of billing
for local telephone service only (i.e., without any long distance charges) could thus be done
annually or quarterly (as it is in the UK), or otherwise be accomplished via some procedure
that did not involve the use of a monthly billing statement.'” Under this view, the cause of
the requirement to prepare and to mail a bill to each customer each month is the inclusion of
variable long distance charges, and it is these long distance services, and not the fixed-priced
local service, that should be responsible for the base level of billing costs.

Although the integrated telephone utility might prefer to "piggy-back" its long distance
bill on the local service bill (on the basis that the latter will be sent out in any event), its
refusal to make the same low-marginal-cost service available on an equivalent basis to its [XC
competitors means that competitors must incur a cost that the telephone company can, in

17. The benefits of such joint provisioning extend well beyond the ability to avoid the costs of a second envelope
and postage stamp. For example, precisely becsuse the toll charges appear on the same statement as the charges for
the basic focal exchange service, customers are more likely to pay the charges than for a strictly "non-atility” bill.
Delinquency or tardiness on a competitor’s toll bill (i.e, one that simply includes toll charges) are more likely than on
a LEC bill which is "imprinted" with the image and history of a “public utility."

18. Some of the billing and collection costs may include hardware costs (maintsining a computerized system to
handle a comprehensive database of customer and pricing information); software costs (developing and maintaining
programs to retrieve and print information); customer representative costs (responding to customer queries and
complaints about charges), legal and administrative costs (followmg up on delinquent bllls). and postage and printing -
costs.

19. For example, the customer could be provided with a booklet of 12 pre-printed coupons, one for each month of

the year, along with pre-addressed reply envelopes. Each month, the customer would tear out one such coupon and
mail it with his or her check back to the telephone company in the provided.reply envelope.
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effect, avoid. But what if the local service bill is considered to be “piggy-backed" on the long
distance bill? Since any firm that is engaged in the (competitive) long distance business will
necessarily have to prepare and mail bills to its customers, it is reasonable to require the
competitive long distance service component of the integrated telephone company to similarly
pay for the costs of preparing and mailing its bills. However, since the bill will be prepared
anyway for long distance calling services, it is efficient for the integrated telephone company
to include, at littie or no added cost, the billing for basic (monopoly) telephone service. The
differences between this case and the earlier approach are that (a) the integrated LEC’s
competitive services are not benefitted from the joint billing activity in a manner that is not
available to other long distance competitors, and (b) the economic efficiencies arising from
the joint billing activity are not sacrificed, but are merely shifted from the competitive to the -
monopoly service column.

Alternatively, the integrated firm might (either by choice or by regulatory fiat) make the
very same billing efficiencies available to any non-affiliated long distance service competitor
by offering to sell that competitor its billing and collection services at a price that is no
greater than that which the non-affiliated competitor would incur on a stand-alone basis, and
to impute that same charge for billing and collection service into its own (competitive) long
distance and other services. Here, economic efficiency is still achieved (indeed, enhanced,
because additional joint billing activities will now be supported), but unlike the first case there
* is no specific requirement that the price charged or imputed for the joint activity be set at the
stand-alone cost. Instead, all that is required is that the same price be charged both to the
integrated firm’s own competitive business as is charged to non-affiliated competitors, and
that all of the acess of revenues over costs be treated as "contribution” and Slowed to the
monopoly sector.®®

The principle of ensuring that the monopoly service category is adequately compensated
for use of common plant and other resources by competitive services pertains to all of the
integrated LEC’s joint functions. There are, basically, two alternative means for assuring both
that potential economies of joint production are realized by the economy generally while at
the same time assuring that the flow of the joint benefits is directed in a manner that neither
produces an unfair competitive advantage for any participant or that creates a undeserved
windfall for the utility itself: '

20. - Yet another variation on this approach would be for the competing long distance provider, which performs its
own billing and collection operations, to inciude the local telephone company’s basic monthly local service charge on
the competitor’s long distance bill, and to charge the local telephone company a price for this billing and collection
service that is less than the stand-alone cost that the telephone company would itseif incur.
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Option 1:  Allow competitors comparable access to integrated resources.

Under this approach, the integrated LEC allows competitors to have access to its
integrated resources at the same prices, terms, and conditions as apply when these
resources are utilized by the LEC’s own competitive services operations. The total
of the charges for these resources (those imputed as implicit costs to the LEC’s
competitive operations and those explicit charges paid for in cash by non-affiliated
competitors) should then be carried as monopoly services revenues and be used as an
offset against the amount needed to recover foregone contribution. Under this
option, there is no specific level at which the "price" charged or imputed for access
to the joint resource is set, except that (a) it must be no greater than the stand-alone
cost that a competitor would incur without benefit of access to the joint production
activity, and (b) that such prices be imputed as costs to the competitive sector and
such payments and imputations be carried as monopoly services revenues to be
counted against the aggregate monopoly services revenue requirement.!

Option 2:  Impute to the LEC's competitive operations the full (stand-alone) costs
associated with any use of common resources and plant.

If the integrated LEC is not expressly required to offer, and does not offer, shared
access to its joint plant and other resources, the utility should be required to impute
to the competitive side of its business the full stand-alone costs associated with
replicating the service in question that is presently being offered on an integrated
basis — i.e., the costs that the competitive division would incur were it to replicate
the service and/or plant on a stand-alone basis.

More generally, the integrated local telephone utility should be required either to "sell” its
scope economies to competing service providers at a reasonable cost and charge the same to
its competitive services, or impute to its competitive services and transfer out of its monopoly
services the full stand-alone cost that the competitive segment or any other competitor would
be required to incur if the function were to be supported on a stand-alone basis.

" 21. Note that the adoption of price cap regulation may make a nullity of the imputation requirement, at least in the
short run. Under price caps, the fact that additional revenues (in this case, those imputed over to the monopoly
category -from the provision of joint-use resources to competitive services, as well as those collected in cash from the
provision of these same resources to non-affilisted competitors) are treated in the monopoly category may not directly
offset the residual revenues to be generated from other monopoly services. Presumably, before price cap regulation is
implemented, the relationships among all of these actual and imputed revenues and costs can be identified and
captured by the price cap mechanism itself. ’
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Compensating the monopely operations adequately for the use of common plant and
other common resources by the competitive operations does not mean that society should
forego the benefits of integration.

The fact that there is an effort associated with properly attributing the costs and benefits
of joint plant (or resources) does not mean that society need forego the benefits of integration;
in fact, to do so would result in an undesirable deadweight loss to the economy as a whole.?
Rather, assuming that there are efficiencies associated with maintaining and utilizing joint
plant, one need only address the question of how to allocate the benefits of these efficiencies,
rather than the threshold question of whether the efficiencies themselves should be realized or
foregone. ' :

As a general principle, the assignment of benefits should follow the assignment of costs.
If the integrated LEC is to be made whole through prices it is permitted to charge for services
placed in the monopoly category (including those "essential" access services that are furnished
on a monopoly basis to competitors) for all of the costs of its core network, then all of the
benefits flowing from the joint use of that core network for monopoly and competitive
services should flow to the monopoly side of the integrated firm’s business.

There are, however, certain instances where the identification of gains from integration
are more difficult to precisely measure. Consider the case of the deployment of advanced
infrastructure that may support both monopoly telephony services and competitive video
ventures. It is theoretically possible that if undertaken solely to support either the monopoly
operations or the competitive operations, certain network modernization programs, such as the
deployment of broadband facilities, could not be economically justified, but that if undertaken
for both the monopoly operations and the competitive operations, broadband construction
could be economically justified.” Under this hypothetical scenario, neither the additional
monopoly revenues (and reduced expenses) nor the competitive revenues (and reduced

22. In economic theory, a "deadweight loss" occurs when a resource is wasted, such as the non-use of available
capacity in the public telephone network. Deadweight losses are frequently the resuit of "silocative inefficiencies”
that occur when the pricing mechenism is subjected to artificial constraints or other distortions, and is not permitted to
function as it should in allocating society’s resources to their most valuable use. Effective competition, among other
things, should minimize such allocative inefficiencies. See, e.g., Samueison, Paul A., Economics, McGraw-Hill,

1976, at 518-520.

23. This is probably not the case with respect to the various “broadband network” or “information superhighway"
proposals being advanced and pursued by the dominant LECs. Not only are the billions of dollars required for such
network upgrade program not cost-justified for either the (monopoly) telephony-only or a (competitive) video/
broadband-only scenarios, it is also not likely to survive an economic cost/benefit test even if the new resources are
jointly used to support both traditional telephone services as well as new video program delivery and broadband
transport. See Selwyn, L. et al, "Cable Television Competition in Canada," Boston, Mass.: Economics and
Technology, Inc., 1995, prepared for the Canadian Cable Television Association for submission in Order in Council
1994-1689, Public Notice CRTC 1994-130, filed January 16, 1995.
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expenses) that would result from the deployment of broadband — if examined in isolation —
would justify the costs associated with such deployment. By contrast, under this illustrative
scenario, the combined cash flow analysis would justify the cost. If this were the case, it
would then be necessary to assign the joint costs to the respective operations.”* Regardless of
the method of cost assignment, however, it is essential that the utility be able to demonstrate
that the expected incremental revenues (and other benefits, such as cost avoidance) that will
be assigned to the monopoly service category offset the cost that will be allocated to the
monopoly telephony operations, thereby justifying participation in the investment.”

 Because so much of the LECs’ asset base is comprised of common plant, there is no
simple physical analogue under which a definitive attribution of costs to the new broadband
and video services can be accomplished. Yet the larger the share of total plant that is
assigned to monopoly services, the more difficult it will be for any would-be competitor to
enter and to succeed in the marketplace. The approach that appears to be favored by the
LECs is that all joint-use, common plant be assigned to monopoly services, and that services
placed in the competitive category be required to carry only. those costs that are directly
attributable to competitive services, i.e., those that are "incremental" to the provision of basic
monopoly services and that would not be incurred were the LECs’ output limited to only
those monopoly services. Viewed on a static basis, the effect of such an assignment would. be-
to confer all of the benefits attributable to integrated provision of the monopoly and
competitive services onto the competitive services and, since there is no earnings limit on
competitive services, onto the utility’s shareholders. Viewed dynamically, the effect of this
type of assignment would likely be actually to impose additional costs upon captive customers
of the LEC’s monopoly services.

24. If two parties share the costs of digging 2 trench because the cost — if halved — is justified by the respective
benefits, then it would not be appropriste to require each party to attribute the full cost of the trench-digging to the
operation in question. On the other hand, it would be necessary to determine a basis of assigning the costs between
the two participants in the project.

25. Note that the portion of the joint plant acquisition program that is assigned to the monopoly segment must still
be economicaily justified in all respects. For example, if the telephone company intends that all incremental revenues
attributable to the provision of broadband and video services be classified as competitive and hence be excluded from
the utility’s revenue requirement, then the economic analysis that is developed to support the allocation of some
specific portion of the joint plant acquisition program to the utility sector cannot include any incremental revenues.
Instead, that economic analysis would have to be driven by cost avoidance, intangible gains from improvement in
service quality, or some other (non-revenue) factors.
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Conclusion

This paper has served to highlight the complexities and considerable difficulties that
confront regulators in their attempt to permit integrated operation, capture for the overall
- economy the gains available through joint production of monopoly and competitive
telecommunications services, while at the same time assuring that those gains are
appropriately flowed through to the economy and that competition and competitors are not
disadvantaged. The paper has discussed a number of fundamental principles, which are
summarized here:

Regulators should recognize that there are, in fact, mechanical properties of the
existing regulatory cost accounting processes that permit and that frequently conceal
cost shifts from competitive to monopoly services, processes that must be recognized
and corrected. In particular, regulators should not merely extrapolate historic
conditions relating to usage, cost attribution, productivity, and other factors in
designing policies to deal with future additions to the utility’s rate base and, more
generally, the regulatory paradigm that will apply in the mixed monopoly/competitive
environment. Rather in assigning costs as between the monopoly and competitive
sectors, regulators should focus upon the purpose for which such costs were initially
incurred, and the effects that future rate base additions will have upon recurring
depreciation and excess capacity costs that may be assigned to the monopoly
category.

The overriding goal of economic efficiency and maximizing the productivity of the
nation’s economic resources requires that integrated LECs make available to other
telecommunications providers the efficiencies inherent in the LECs’ joint and
common plant, either by permitting these efficiencies to be shared among all

competitors, or by imputing all economic benefits arising from integrated operations

to the competitive activity and treating them as monopoly services revenues. In
general, shared use is preferable because it maximizes the use of joint resources.

Any economic gains arising from the integrated LEC’s joint production of monopoly
and competitive services should be used to defray the joint and commeon costs
inherent in the operation of the LEC’s common capital and organizational resource
base. Projections of future LEC operating conditions, including costs, revenues,
productivity, and other factors, should reflect the availability of such gains to the
monopoly services segment.
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Table 2

INTEREXCHANGE CARRIER MARKET SHARES

Year
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994

AT&T
90.10%
86.30%
81.90%
78.60%
74.60%
67.50%
65.00%
63.20%
60.80%
58.10%
59.70%

MCt
4.5%
5.5%
7.8%
8.8%
10.3%
12.1%
14.2%
15.2%
16.7%
17.8%
18.8%

Sprint
2.7%
2.8%
4.3%
5.8%
7.2%
8.4%
9.7%
9.9%
9.7%
10.0%
10.9%

QOther Carriers

2.7%
5.4%
6.0%
6.8%
7.9%
12.0%
11.1%
11.7%
12.8%
14.1%
10.6%

Note: Other carriers market share includes share of LDDS Communications, Inc.

Source: Long Distance Market Shares, Fourth Quarter 1994, Industry Analysis
Division, Common Carrier Bureau, FCC, April 1995; and 1994 data from Common

Carrier Competition Report, Common Carrier Bureau, FCC, Spring 1995.
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Table 3

INTEREXCHANGE CARRIER REVENUES
FROM INTEREXCHANGE SERVICES

Year AT&T MGl Sprint Other Carriers
1984 $34,935 $1,761 $1,052 $902
1985 $36,770 $2,331 $1,509 $1,821
1986 $36,514 $3,372 $2,132 $2,286
1987 $35,219 $3,938 $2,592 $2,638
1988 $35,407 $4,888 $3,405 $3,264 |
1989 $34,549 $8,171 $4,320 $5,422
1990 $33,880 $7,392 $5,041 $5,760
1991 $34,384 $8,266 $5,378 $6,413
1992 $35,495 $3,719 $5,858 $7,487
1993 $35,731 $10,947 $6,130 $8,716
1994 $37,166 $11,715 $6,805 $6,611
Note: Other Carriers market share includes share of LDDS Communications, inc.
Source: Long Distance Market Shares, Fourth Quarter of 1994, Industry Analysis
Division, Common Carrier Bureau, FCC, April 1995.
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111 October 10, 1995 9:08 a.m.
2t PROCEEDINGS
31 MR. BESSETTE:Let's go on the (4
record, please. This is DPU 94-185, the
continuing (3| hearing in intralATA and
local-exchange () competition. My name
is Thomas Bessette, (71 co-hearing officer
in this case. With me on the i bench
today is Michsel Isenberg, aleo co-hear
ing (st officer. We're expecting Mr. Vas-
ingron shortly.
1101 Could I have counsel please identify
111) themselves for the record, starting
with Mr, 12) Beausejour.
131 MR. BEAUSEJOUR: Good morning,
Mr. [14) Bessente. For NYNEX, Bruce
Beausejour and Barbara (15} Anne Sousa.
116) MR. BRANFMAN: For Cablevision 17

Lightpath and MYS, Eric Branfrman.’

118) MR. MITCHELL: For the Attorney n9)
General of Massachusetts, Daniel Mit-
chell.
1201 MR. GLASS: For MCl, Robert Glass.

1211 MG. DONQVAN: For Teleport Boston,
1221 Jody Donovan.

{233 MR. MANDL: For the New England

Cable 124) Television Association, Alan
Mandl.
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111 MR. JONES: For AT&T, Jeffrey Jones
(21 and Jay Gruber.

(31 MR. BESSETTE: Thank you very
much. 14} Today is the continuation of
NYNEX's reburtal case, s} and their
witness today is Ms. Paula Brown. Before
{6} Ms. Brown takes the stand, are there
any procedural (7 matters that anyone
would like to bring up? Mr. 8 Jones?

151 MR. JONES: I just was curious what
{101 the intention of the Bench was as to
admitting 111) exhibits into evidence. I
assume we're having one (121 grand and
glorious moment in time when we will
make (131 our proffers, and I'm just
wondering when you ptan (141 to do that.
(15} MR. BESSETTE: We planto dothatat
16 the end of the hearings. We will be
notifying all (17} parties as to when that
will occur, hopefully in (18] the very near
future.

(191 MR. JONES: Thanks you very much.
{200 MR. BESSETTE:Any other pro-
cedural (211 marters? Ms. Brown, would
you take the stand, (221 please.

(231 PAULA L. BROWN, Sworn.
124} MR. BESSETTE: Mr. Beausejour, you
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(11 may proceed.
{21 DIRECT EXAMINATION
131 BY MR. BEAUSEJOUR:

) Q: Would you state your full name fo!
the (s record, please.

16) A: Paula L. Brown.

m Q: By whom are you cmployed Ms
Brown?

181 A: NYNEX,

191 @: And did youfile directtestimony it
this 110y matter?

t11) A: Yes, I did.

12; MR. BEAUSEJOUR: Mr. Bessette, I'
(131 like t0 have two documents marke:
for {14) identificaton. The first is th
rebuttal (15] testimony of Paula L. Browt
I'd like that marked 16 for identificatior
and it's NYNEX Exhibit No.97.1mAnd 2
NYNEX Exhibit No. 98 I'd like to hav
marked 1191 for identification the suj
plemental rebuttal 1191 testimony of Paul
L.Brown.

1200 MR. BESSETTE: Thank you, Mr. 12
Beauscjour. Those are so marked.

{221 (Exhibits NYNEX 97 and NYNEX
{231 marked for identification.)

1241 Q: Ms. Brown, I'm handing you wh:
I've

Page
(1) marked as NYNEX Exhibit No. 97 fi
identification (21 and ask if you ¢
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arument went on and considered what
would be (11] charged for local calls. The
local calling we're (12) referring to is the
local calling as described on (13} these
pages and as described in our tariffs,and
114] not referring to toli calling. Thisisn'ta
tricky {151 kind of a thing; it simply is what
it is. It's (16 where we're charging local-
usage charges.

1171 MR. MANDL:I guess if it hasn't been
118) done already, out of an abundance of
caution, I (19 just ask that the Dep-
artment take administrative (20} notice of
the company's intrastate tariff.

121) MR, BESSETTE: Anything  further,
Mr. (22) Mandl?

(23) MR. MANDL: No.
12¢) MR. BESSETTE: Any other follow-up
Page 215

(1) questioning?

(2] Mr. Beausejour, do you have any (3]
redirect?

141 MR. BEAUSEJOUR: Mr. Bessette, I do
151 not. I would, however, like to mark a
number of (6) exhibits. They are NYNEX
Exhibits 99 through 137. 1 They are all
responses of Ms.Brown to information (e}
requests. The particular items are listed
onan 9jattachment thatI'm providingto
the reporter and j10) ask that itbe made a
part of the transcript in (11} today's
proceeding. And I'm passing out copies
to 112] the parties.

(13) MR. BESSETTE: Thank you.

(141 (Exhibits NYNEX 99 through NYNEX
137 (151 marked for identification.)

116) MR. BEAUSEJOUR: I have one more
1171 martter I'd like to cover before we
leave for a (18] break. MFS marked as
Exhibits 38 and 39 portions (19 of the
company's September 15th filing in 95-
83. 1200 I'd like to reserve as NYNEX
Exhibit 138 for 1211 identification, to
provide a copy of the complete (22) filing
that was made by the company inthat (231
docket.I'll provide copies to the Bench
tomorrow [24) and provide copies to the
other parties.

Page 218
(1} MR. BESSETTE: Very good. Anything
121 further? Off the record.
13 (Recess taken.)
141 MR. BESSETTE:Let's go back on the
(51 record. We're moving now to the
rebuttal case of 16} the New England
Cable Television Association, (7} re-
presented by Alan Mandl. Dr. Selwyn is
his 18) witness.
(91 LEE L. SELWYN, Sworn (10) MR. BESS-
ETTE: Mr. Mandl, you may (11] proceed.
1121 MR. MANDL: Thank you, Mr. Bess
ete.
1131 DIRECT EXAMINATION

h4) BY MR. MANDL:

u1s1 @: Dr. Selwyn, would you state your
name for (16) the record.

11m A: My name is Lee L. Selwyn. My
business (1) address is One Washington
Mall, Boston, (19] Massachusetts 02108.
(20} @: And what is your position with
Economics (21 & Technology, Inc.?

{221 A: I'm president of the firm.

1231 Q: I'd like to show you a document
cntitled (241 Rebuttal Testimony and
Exhibit of Lee L. Selwyn in

Page 217
11) Docket 94-185. Can you identify that
document?

(21 A: Yes. That contains my rebunal
testimony 13) and accompanying exhibit.
(41 Q: And was thattestimony and exhibit
{s} prepared by you or under your
direction and (] supervision?

1 A: Tt was.

18) @: Do you have any changes or re-
visions in (9] that testimony or exhibit at
this time?

(101 A: Yes, I do. I have a few small (11]
corrections. The first one is at Page 17,
Line 112) 22. At the very beginning of that
line, before the (13) word “revenue,”
insert the word “intrastate.” Then (14
further down on the same line, before
the word (1%] "contribution,” insert the
word "intrastate.”

1161 The next correction I have is at Page
117137, Line 24. The figure $20 on thatline
should be ng) changed to $5.

(19] The next correction I have is at Page
(201 56, Line 28. And the word "LECs™
following 121 "NYNEX's" should be dele-
ted. So the sentence (22) should just read,
“NYNEX's protectionist,” et (23] cetera.
(24) I have one additional clarificatdon

Page 218
{11 which [ would offer without iden-
tifying (21 specifically any spot in the
testimony: that when (3] I wrote this
testimony there was some confusion, 14
apparently, about the application and
calculations (s) of the retail and whole-
sale usage rates and the (6) applicadon of
the local switched-access rate, {7 which
have now been apparemty clarified by
Ms. s Brown's testimony. So, to the
extent that my () testimony is incon-
sistent with my current (100 under
standing, that inconsistency should be
{11) resolved in favor of my current
understanding, 121 whichis thatthe local
switched-access charge was (13) com-
puted on usage within the
calling area, (14 within the Zone 1 calling
area and within the Zone (15 2 calling
arca, and that the local switched-access
(161 charge as proposed by NYNEX
would apply to calls 17 terminating
within all of those areas.

118) That completes my corrections and

(19§ clarifications.

(201 Q: With those corrections and (21
clarifications, if you were asked the
questions [22) contained in your rebuttal
testimony today, would (23) youranswers
be the same?

1241 A: They would.

Page 219
(11 Q: And do you adopt that testimony as
your (2] rebuttal testimony?
131 A: Yes, I do.
41 MR. MANDL:At this time NECTA
would (s request that Dr. Selwyn’s re-
buttal testimony be (6) marked as NECTA
Exhibit 79.
1 MR. BESSETTE: So marked.
(81 (Exhibit NECTA 79 marked for (s
identification.)
(101 MR. MANDL:Dr. Selwyn is available
(11} for examination.
1121 MR. BESSETTE: Thank you. We'll (13
begin the crossexamination with the
Attorney 141 General’s office. Mr. Mit-
chell.
351 MR. MITCHELL.: Thank you,Mr. Hear-
ing 16 Officer.
(17 CROSS-EXAMINATION
118} BY MR. MITCHELL:
1191 Q: Good afternoon, Dr. Selwyn.
{20 A: Good afternoon.
1211 Q: Firse I'd like to get a couple of (221

definitions on the record. Your defin-
ition of 23) “marginal cost"?

(24 A: That'sa tough one."Marginal cost”
is :

Page 220
(1) defined in several different ways, but
as a general {21 matter it means the costs
that are incurred in (31 order to produce
an additional unit of output. 14l Normally
we think of marginal cost as being (5)
associated with terms like "short-run” or
“long- ) run” marginal cost,and in some
CAses W use a (7] variation of "marginal
cost” known as “incremental (s; cost,” to
recognize the fact that costs may not (9}
vary in continuous fashion but rather
vary in (10 discrete chunks or blocks and
need 1o be examined (11) over larger
incrementsof output change ratherthan
(12] over infinitesimal changes in output.

- which is what (13] one normally associ:

ates with the term "marginal (14) cost” as
used in economic theory.

1151 Q: Your definition of "LRIC." long-
run (16 incremental cost?

(7 A: Long-run incremental cost would
be the ns) change in cost over some
specified increment of (19) output that is
based upon the differential berween (20|
producing or not producing that par-
ticular {211 increment of output, re-
ckoned over a sufficiently (221 long
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(37) Page 215 - Page 220



Hearing Volume Number 18
October 10, 1995

Department of Public Utilities 94-185
Intralata and Local Exchange Competition

period of time that capacity costs asa (23]
general maner are considered to be
variable. In (24 theory, longrun in-
cremental costs are based upon

Page 221
(1] the assumption that all costs are
variable, 21 although a practical im-
plementation of that 3} frequently holds
some costs as fixed.

(+1 Q: Your definition of "TSLRIC," total-
15i service long-run incremental cost?

61 A: Total-service long-run incremental
cost {7) is a variadon of long-run in-
cremental costs,but (8 instead of looking
at an increment of capacity, 51 like a
change in output of 10 percent, for
exampie, (101 it addresses the question
what is the effect on (11} total cost if I
either offer a particular service 12} or
cease offering or, alternadvely, do not
offer a (131 pardcular service in its en-
tirety. So if I were (141 to compute the
totalgservice long-run incremental ns)
cost, for example, of call-waiting service,
I would (16} not be looking at changes in
the output of (17 call-waiting service but
in the question of simptly 18) whetheror
not offer that service or I choose not (19
to offer that service.

(20} Q: Your definition of "contribution”?
(211 A: Contribution is typically a dif
ferential (22 between the revenues gene-
rated by a particular (233 product or
service or mixof productsor services (24}
and the incremental costs associated
with producing

Page 222

{1j those services. But that is probably an |

overly (21 simplistic definition, because
there are various 13 levels at which
contribution can be measured, and ¢
one would need in effect to have a more
specific (s) example in orderto providea
more precise (6] definition of the term.

mQ:1 assume your definition of )
“contribution” includes common costs
and joint (s) costs; is that correct?

(10) A: Welil, yes and no.Let me break that
(11} question up into two components.
(121 Q: Sure.

(131 A: We normally think of contribution
as 14 applying with respect to costs that
do not vary (15} with the fact of providing

a partcular quantity or {16) category of |

service. Common costs are frequently
171 thought of as being fixed because
they are 118} typically not directly attrib-
utable to any one (191 service; but in
reality, common costs can be shown (201
to be highly variable with the aggregate
output of 121) the firm.

1221 And what I've included in my exhibit
(23 in Figure 1 is the results of an analysis
that I (24 undertook in which I looked at
the reported common

Page 223
(1} costs and total direct costs forapprox-
imately 30 (2] local-exchange carriers of
varying sizes, from (3] small companies,
like Southern New England (4 Tele-
phone and Cincinnati Bell, to giants like
{s1 BellSouth and Southwestern Bell. And
I undertook (6j to perform an ordinary

least-squares regression (71 analysis on |
that refationship to determine whether |

i8] or not there was reason to believe that
the common (9} costs did in fact vary with
output and therefore (10 were not fixed.
Andwhen 1did that, ] obtained (11) results
of the scadistical anatysis that confirmed
1121 unambiguously that common costs
are variable.

131 Consequently, I would treat common
{14) costs as part of the incremental cost
or the (s totakservice longtun in
cremental cost of (16} individual services,
andtherefore Iwould notview (171thatas
being recovered through contribution
but (18 actually as being part of the
buildup of the LRIC (19 or TSLRIC,as the
case may be, for a particular (20 service.
1211 Q: Would those common costs in-
clude labor (22 and capital?

{131 A: Yes, they would include whatever

costs (24} are associated with functions
that are not

Page 224
(11 service-specific. You also asked me
about joint (2] costs.
131 Q: Yes.

(41 A: Let me make the distinction bet-
ween (s common and joint costs. Joint
costs are typically (6 associated with
resources that can be utilized to
provide multiple services. Let me give
you an (8] example. Services like caller ID
and call retum (9) both utilize common-
channael Signaling System 7 (10 equipm-
ent and facilities in the switching iy
archisecture, Those facilities also are
used?o 112) furnish other services such as
800 database and (13) will potendally be
usedin the provision of local (14) number
portability.
(151 If any one of those services (16
were not offered, for the
most part (17] the same set of
System 7 resources would (1s) still be
required. Therefore, those costs will not
(19 vary with the e or absence of
an individual (20) sesvice but rather witha
group of services that (211 commonly
share this particular resource.
(221 Now, the problem here becomes
more (23] complex, in trying to identify
how to assign or (24) attribute the cost of
this resource to individual

Page 225
(1} services. The source of the com-
plexity is that in (2} some cases a service
simpty coulda't be provided at (31 all

without the resource.Caller ID is a good
{41 example; it could not be provided
without Signaling (5} System 7. But there
are other services that may (6] utilize that
resource once it is put in place but (7
which in fact could be provided without
Signaling (s} System 7 and have for many
years been provided 99 without Sig-
naling System 7. An example of that are
(10] ordinary local and toll messages.

(11 So when one is confronted with the
(121 problem of having to associate costs
of a joint (13] resource or 2 joint element
of ptant with (14} individual services,one

i hasto now focus noton so (15} much the

current use or the after-the-fact use ~ (16
that is, use that is made once the
resource is in (17 place - but rather on
the purposes for which the (18] resource
was acquired and which services it was
(19] anticipated that the resource would
make possible (20j that would otherwise
not have been possible. So, (217 in that
respect, what one needs to do in deve-
loping (221 2 means of dealing with those -
joint costs is to (23] associate the acquis-
ition of the resource with the (24 pur-
pose for which the resource was acquir-
ed,and

Page 226
{1} that is 2 somewhat more complex
process.

121 Q: In Figure 1, which we just referred
to (3} earlier, this particular diagram does
not include (4} joint costs; is that correct?

1s) A: That'scorrect. This would include -
- 16 joint costs are directly assigned.but
they're (71 assigned to a group of services
rather than to @ individual services.
These are common costs that (9) are not
assigned specifically to any service.

1o Q: And justto distinguish,Igave asdn
(11} example of common costs labor and
capital. Would (121 an example of joint
costs be materials and (13 facilities?

{14 A: Well, I may have been too quick to
agree (15} with you that labor and capital
were common costs. (16 There are labor
costs that are common, there are (17
labor costs that are joint, there are labor
costs (18 that are direct, and the same is
true for capital (91 and the same is true
for materials. So I guess 1 (200 was
interpreting your question as do com-
mon costs (21 include, among other
things,labor and capital? (221 The answer
to that is yes. Are all labor and (231 capital
costs common? The answer to that is (24|
definitely no.

Page 227
{1} An example of commoan costs might (2)
be - the traditional example is the
president's (3} salary or the president’s
desk, the salary being (41 labor and the
desk being capital,
ts) Q: That's consistent with other wit-
nesses 6l who have testified in this case

Page 221 - Page 227 (38)
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as well.

{71 In your definition of “contribution" (8}
does it include a return to sharcholders
of the |9) assets that are necessary to be
put in place as a (10} result of the
provision incrementally of the good (11
or service being provided?

1121 A: No, I would include the target
return as (13] a cost, as part of the
incremental cost; in other 14) words, the
return that is expected from the (9
investment in the asset, including both
the return (16} and any associated dep-
reciation of that asset (17] investment as
part of the incremental cost, part of 18
the directly assigned cost.

(191 Q: Can you distinguish your defin-
ition of (2] “comtribution" from the
definition of {21) “contribution” being
proposed by NYNEX in this (22) case?
(231 A: Well, let me say at the outset: It
isn’t (24) clear t0 me precisely how
NYNEX developed what it

Page 228
(1] characterizes as its incremental costs.
Therefore, (21 I do not know whether or
not those incremental 131 costs include,
for example, the auribution of 4) vari-
able common costs. To the extent that
those (5} costs do not include variable
common costs, those (] costs understate
incremental cost, and that should 71 be
corrected. So in that respect the so-
called (8 "contribution” that NYNEX
associates with these (91 various indiv-
idual services may be overstated if (10}
the costs are understated by exclusion of
variable (11) common costs.

1121 1 do not interpret from the way that
(131the cost studies ~the cost results have
been (14 presented that the contribution
associated or (1sjareributed by NYNEX to
services like basic (16} residential service,
for example, or like the u7n average
residential subscriber who is paying
some (18} $31 and where the company is
spending something 19 like a litde
under $20 to provide that service - (201
that contribution appearsto notrelate to
joint (211 costs at all because they are
including the $31 1271 figure includes
presumablyall ofthe various (23] services
that are associated with the residential
124) subscriber.

Page 229
(11 So on that basis one must assume that
(21 the additional revenue is being used
for 13 something. It is a contribution
perhaps to 4) corporate overheads that
aren't included in the |5} underiying
costs. It may be a contribution toward 6}
recovery of sunk costs, of embedded
costs that are {7 no longer efficient or
would be greater than (s) incremental
costs because incremental costs 9) typ-
ically are lower than embedded costs.
There may 110) be any of 2 number of

things that the company is (11] doing with
respect to this contribution.

(121 As a general matter, as I understand
113] the ratesetting process that was
adopted in Docket (14) 853-300 and that
has been pursued to this day, the (5]
company starts with an embedded-cost
revenue (16 requirement, which is fun-
damentally a (17) noneconomically effi-
cient price level, and then (1) subtracts
from it certain rates thatare explicitly (191
determined, such as local and toll usage
charges, (20, where the prices have been
moving toward long-run 21) incremental
cost; and then whatever is left the (22)
company associates with the dialtone
line and 3 attempts to
atribute that - or (3¢ characterize that,at
least from Ms. Brown’s

Page 2%
(1] testimony this afternoon, as an e¢con-
omically (21 efficient price of the dial-
tone line. I would 3) strongly disagree
withthat ut 4) appare-
ntly, to the extent that the embedded-
cost (3] revenue requirement cxceeds
the economically (¢ efficient price level,
then the differential is m recovered
through this contribution.
®Q:In your definition of "contrib-
ution,” you 91 had revenues of a service
or mix of services less (10 the in-
crememal cost associated with pro-
ducing the (11) service or mix of services;
correct?
(121 A: Correct.

113) Q: Now, the inaememlh costs that
you're 14 to here, are you
referring to'dt;emﬁ!c itsi method of
costing or the TSLRIC method of cos-
ting?

116 A: Well, both are appropriate under
certain (17] circumstances. As a general

matter, when one looks (181 at 2 - in the
contextof a

What‘l'sulcmzuu-yh.wuptmhan
of the coss associsted (221 with the
decision to offer a pardcular service, (23]
and that would include servicespecific
fixed (241 costs, which might not be
included, for exampie, if

Page 231
111 one were simply focusing on an

incrementof (21 capacity oranincrement
of output.

131 Q: Now, there's been an issue. with
regard (4} to, when applying TSLRIC and
the TSLRIC test, ) whether or not the
costs to be used in that test (6 would be
strictly the forward-looking costs or {7
would it include some of the current
costs of the s} network the
service, such as NYNEX's (9} network, of
providing the services today and their
1o} switches or the locations of their

switches. In i your application of
TSLRIC there's been the (12) distinction
berweenthe scorched-earth versionand
{13} the scorched-node version. In the
scorched-node 114 version you'd leave
NYNEX’s current switches in [1s; place.
Would you recommend one TSLRIC
methodology 116] over the other?

(1M A: Itend to favor something thatis (is|
probably closer to what some have
called 119) "scorched-node,” only in the
sense that assets 120) have finite lives.and
even if we started with a (21} scorched
earth, where we had a completely clean
(221 slate and were building a network
fromscratch, we (231 would not construct
it instantaneously. There 124} would be a
lengthy process to build up from Ground
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{1} Zero.And as soon as the first shovel of
earth, 50 (21 to speak, were taken, we are
no longer dealing with (31a cleansslate.In
other words, as we build our (4 network
from the ground up, we impose en-
gineering 15) and architecrural con-
straints that will continue to (s exist.
1 So even if one were to start today (s}
looking at the architecrure that exists
today,in i) three years that architecture,
a scorched-carth (10 review might reveal
a different architecture 111) entrely, if
there’s some fundamental technological
(12] change, but commitments will have
been made to 13} proceed in 2 particular
direction. And so (14} consequently I
would as a general matter feel that [1s)
one needs to 100k at the assets as they
presently (16) exist and develop a cost
structure that (17 contemplates utilizing -
- or how one would design (18] future
construction of the network given the
design (19 constraints that are imposed
by the existing (20 architecture.
(211 So it’s not so much a marter of (221
treating - I think there's some confusion
on this {23) point. I'm not suggesting that
sunk costs be (2¢) treated as zero - Idon't
agree with that - but
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{1) that the design constraints that are
imposed by the (2 existing architecture
be recognized and thatthey 3 be used to
constrain the development of a (4) for-
ward-looking cost model.

151 Q: On Page 57 of your rebuttal tes-
timony (6] you're addressing stranded
investment. And on Line 1 15 you're
asked the questione, "How should re-
covery (8] of stranded investment be
deait with under the type 19) of price-cap
incentive regulation plan adopted by (10
the Department in DPU 94-507" And on
Line 18 you (11) respond, "Adaption of a
price-cap plan or other (12) alternative
form of regulation eliminates any (13)
possible claim of recovery of stranded
{14] investment."
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1151 First, what is included in your ne|
definition of “stranded investment’
here?

1171 A: Well, that in itself is an interesting
(18] question, and I'm not sure there's a
clear answer. (19) The telephone com-
pany would typically argue that (20
stranded investment exists when as the
result of (21] the entry of competition, for
example, it is not (221 able to generate,
continue to generate,a given (23) level of
revenue from a particular asset and (24)
consequently its ability to recover the
investment
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(1) in that asset is compromised. 50 the
amountthat (2 would be stranded would
‘presummably be that portion 3 of the
embedded cost of the asset - that is, the
141 remaining book value of the asset -
that is (5| incapable of genecrating re-
venues for the recovery i) of that
remaining investment.

{m Q: Does this definition also include
current (8) overvalued plant?

91 A: That's why I said, it's sort of often
{10} difficult to really identify this with (11]
specificity. Plant may be overvalued fora
number (12 of reasons, including the fact
that there are now (13 technological
alternatives that can be used and (14)
acquired at lower cost. So if I bought
something (15] last year for a2 million
doliarsthatlintended to (16] lastten years
and now, this year, the price has (17
dropped to 2 half a million, then clearly I
made a (18 business decision that per-
haps involved the (19 premature acquis-
itionof anassetand asa (20) consequence
I now have to in effect write down the
{21} value of that asset as an economic
matter.And (221 thatistypically somehow
included in the overall (23] discussion, in
part because competition may well be
1241 blamed for this condition.
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(1] Q: Would it include differences inthe
rate (2 of depreciation? In other words,
the company may 3) have come in
during previous proceedings, ) re-
commendeda shorterdepreciation peri-
od, was (3) granted a longer depreciation
period. Now it has, (6 so to speak, plant
still outstanding on the books (n that if
the faster-recovering depreciation rates
{8) were adopted would no longerbe on
the books (91 today.

(101 A: Well, the relevant question that
one (11] would have to ask is, was the
investment prudently (121 made giventhe
rate of depreciation that was to be 113
authorized? In other words, did the
investment (14) have a positive net pre-
sent value given the (15| amortization
schedule that the company would have
(16] been required to use?

{171 If the answer to that is yes and the 18}

company proceeded with the investm
ent, with (19) knowledge of the dep-
reciation condition that it (20, con-
fronted, then the acquisition is at its risk
and (21) it is and should be held re-
sponsible for it. Now, (22] if the acquis-
ition would have been prudent let’s (23]

i say based ona shorter economic life but

because (24] the Department, because
the regulator, decided that
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(1) the economic life needed to be
artificially (2) extended, or at least argua-
bly artificially 31 extended, and con-
sequently at the longer life (4 perhaps
the investment would not have proved
out (3] based on a slower rate of recovery,
and the company (6} proceeded to make
the investment anyway, well, once 7
again, that's its responsibility; it’s not the
81 responsibility of other ratepayers.
91 So in the context of the current {10}
regulatory paradigm and the manner in
which (111 capitalinvestment decisions
are made by telephone (12) utilities, [
don’t believe that there is any (13) in-
herent entitiement to capital recovery
provided (14} there was adequate know-
ledge of the condition of 115 the dep-
reciation practices of the regulatorat the
{16] time that the investment was in-
curred.

17 Q: WhenDr. Kahnwasherethe other
day, I (18) asked him what would it take
for him to eliminate (19 the contribution
that was proposed in NYNEX's (20) pro-
posal in this case. He narrowed it down
to at (21} least two things. Dr.Tayloradded
a third point. (22 But the two things that
Dr. Kahn narrowed it down (23] to were,
first, it would require the Department to
(24) rebatance its rates, meaning move all
of its rates
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{1] to target, upwards or downwards; and
second, it 12 would be to aliow the
compeny to recover, say, over (3 an
amordzation period of five to seven
years for (4] any prudently incurred
overvalued plant. I'm (5} wondering if
you agree with that recommendation. (6)
If so, please explain why. If not, please
explain m why not.
(81 A: 1 don't agree with it, and [ think,
with 1 all due respect to Professor
Kahn, I think that it (10) is 2 gross
oversimplification of the situation that
(1] we're now confronting.
(12 Q: In his defense,I hope [ haven't (13|
oversimplified it on his behaif But I think
(14] that's what he meant.

(15} A: Nevertheless, I'll try to answer
your (16) question and your charac-
terization of his [17] testimony.

(181 Q: Thank you.

191 A: If, as I believe is the case, the (20)

contribution that is inherent inthe price
levels (21} that NYNEX currently charges
and proposes to {22) continue to charge, if
thatis predicated upon the (23) existence
of overvalued plant on its books - in (24)
other words, recovery of an embedded
revenue

Page 238
{11 requirement that exceeds the re-
placement cost of (2} that plant - then all
the rate rebalancing in the (3) world
won't correct this problem, because all
that (4 rate rebalancing will do is to shift
the excess (5] burden around from one
service to the other.

16 Now, when we were looking at rate ()
rebalancingin Docket89-300 -and itis. I
might (8] add, rather ironic that Dr. Kahn
admonished this () Department to pur-
sue rate rebalancing since this (10) Dep-
artment was probably one of the first
regulatory (11] agencies in the United
States to pursue and to (12] implement a
rate-rebalancing plan and is ahead of (13
most other states in that department.

141 Q: Ithink he agreed with what you're
{15} saying, that he thought the Dep-
artment did the (6 right thing by pur-
suing rate rebalancing. I don't (17 think
he admonished the Department for that.

18] A: But at the time that the Depar-

| tmentwas 19 looking at rate rebalancing

in Docket 89-300 - and (201 I served as a
consultant to the Department during (21}
the course of Docket 89-300 - the issue
there was ;221 that local-exchange ser-
vice was considered to be a (231 fairly
inelastic service element, whereas local
and 24 toll usage was considered to be
fairty price-

Page 239
(11 elastic,and the efficient solution inthe
context (3} of rate-of-return regulation
was to lower the rate, (3] to reduce the
rate, for local and toll usage, to (4} bring
those rates closer to cost, SO as to (s
encourage consumption, and efficient
consumption, (6 based upon the re-
latively low incremental cost (7] assoc-
iated with that service, and to recover
the 91 embedded revenue requirement
from the price- 19} inelastic service,
which at the time was basic- 1oy ex-
change service.
{111And the entitiementtodo that,asa(12)
policy matter, was the result of the
Department's (13} maintenance at that
point in time of rate-of-return (14] re-
gulation. At that point in time New
England (15| Telephone was entitled to
recover its embedded-cost (16} revenue
requirement.So iflocal and toll usage (17)
charges were to be reduced, necessarily
something (18} else had to go up in order
for the revenue (19| requirement to be
fulfilled.

120) Now, that condition has changed in
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[21] several fundamental ways between
1989 or 1990 and 1221 today. First, we are
onthe cuspofan era in (23] which we will
have competition. perhaps, in the (24
provision of local-exchange service, in
addition to
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(1} competition in the provision of local
andtoll 21 usage.Now.in thatcontext the

-price clasticity 31 of demand con-

fronting New England Telephone for (4)
localexchange service, the firm price
clasticity (51 as opposed to the market
price elasticity, is no i6) longer at or near
zero. If there is competition in 7 that
market, then presumably, if New En-
gland 8) Telephone's prices are too high,
then competitors (9) will come along and
pick up some of the market (10) demand.
(11) As a consequence, it will not be (12)
possible as an economic matter in the
context of a (13] competitive market for
the telephone company to {14] continue
to maintain prices that are based upon
15} recovering embedded costs that
exceed incremental (16) costs. So whe-
ther the company and Professor Kahn
117 like it or not. if competition develops,
this 18} contribution will necessarily
evaporate. its only (19) basis for existence
is the inefficient decision to (20] in effect
exploit the current semicompetitive, (21)
semimonopolistic condition by im
posing inefficient (22) above-cost prices
on the monopoly elements, only 1o (23}
reduce them in response to the deve-
lopment of (24) competition in each
place it shows up.That has a

Page 241
1) number of very serious con-
sequences, not the least (21 of which is
potentially stimulating inefficient (31
competition, because it sends false -
ing signals (4} to would-be co! rs
and then attempts to (s 8 y erad-
icate them as soon as they bubble up 161
out of the surface and begin to offer
service.

(71 I don’t agree with the noton that )
you can solve this problem simply by
changing the (9 amortization schedules,
cither. The real source of (10 the problem
is the fact that the telephone y
(11) has failed to accommodate the deve-
lopment of 1121 competition, the pote-
ntial development of [13) competition, in
its investment programs. It has (14 con-
tinued to acquire plant at essentially the
same (15] rate it did in the past, without
concernforthe 16) factthat some ~thatit
may be losing market (17 share.And asa
result, it has built up an (18} embedded
base of plant that in the context of 2 19)
competitive market may be excessive. If
by virtue 120 of the so-called efficient-
component pricing rule (21 or some
other scheme to preserve this historic
1221 contribution the company is simply

made whole with (23} respect to these |
investment decisions and is 24 pro- !
tected from the loss of market share,
then
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(1} competition is seriously disserved,
because the (2} company atthat pointhas
no incentive to compete.

131 Q: The term "regulatory bargain” has
come up (4] 2 number of times in these
hearings. I'd like to (5] hear your def-
inition of "regulatory bargain," if (§) you
have a definition for it.

m A: Well, let me start by my under
standing of (8 the traditional use of that
term as, for example, (9 Professor Kahn
would use it,and thenI'll describe 110 my
variation on it.

(11) Q: Sure. .

{121 A: Professor Kahn speaks of a re-
gulatory (13) bargain in the context of the
quid pro quo that is 14 offered to the
public utility: We the public (15) through
the regulatory process will protect your
{16 monopoly and assure you the ability
t0 recover your (171 investment, in return
for which you the utility 1s) will agree to
set prices so as to earn only a fair 19)
return on your investment and not
exploit that 120} monopoly.

{211 Under the regulatory bargain as (221
Professor Kahn would characterize it,
the utility (23) has an entitiement to be
made whole for its (24 investments; that
the investments were arguably
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(1) made in contemplation of the ex-
pectation of (2 recovery; and that, not-
withstanding other changes i3} in the
world at large, the utility is entitled to (4
that recovery.
isi I view the regulatory bargain as i
having been significantly modified by
both the 1 Department and NYNEX in
the context oéath:hm alternative-re-
gulation plan ¢ Department )
adopted earlier this year, because now,
instead of (101 this assurance of capital
recovety in exchange for (1) cerain

NYNEX (12) is given the reunity to
carn potentally (13) m:ﬂfmm
ious rates of return. It's given (14 the
opportunity to setrates atleveis thatmay
in 1s) some cases be monopolistic ormay
reflectthe (16 absence of competition in
particularsegments of (17) the market.It’s
also give the opportunity to (18) respond
1o competition by reducing prices and
1191 taking other measures that will give it -
the ability 1201 to compete. And it is no
longerto be regulated on (21) the basis of
traditional things like rate base and (2]
earnings levels and depreciation rates
and the (23) like. Rather, it’s simply going
to be allowed to {24 retain whatever

carnings are to be generated
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(11 provided it adheres to the Depar-
tment’s price-cap (2] rules.

(31 Under the new regulatory bargain the
(4] company accepts a great deal of risk
that in the (5 past was borne by rate-
payers.Among those risks (6] are the risks
of competitive losses. More (7 impor-
tantly, the price-cap form of regulation
that s) the company nowoperates under
was not something (s) that was imposed
uponit externally;it's something (10} that
the company aggressively and affir-
matively (11] sought and won.

{12] So it seems to me thatone now hasto
{13] think of the regulatory bargain as the
condition (14 that exists where the
company assumes risks but is 1s) given
the opportunity to exploit assets. If
NYNEX (16 is able to increase the value
of assets above those [17] assets’ original
cost by diligently utilizing them (18} and
exploiting themin creative ways, there is
no (197 obligadon under the price-cap
plan for NYNEX to (20} share the gain in
asset value with ratepayers or to 121
otherwise make any other accom
modation in the price 1221 levels that it
charges for the services that it 23
continues to hold market power over.
And (241 consequently, it is completely
inappropriate under
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{1) any sense of a regulatory bargain for
the company (2 to have the right to
retain all of the gains which (3 its market
value, the market value of assets exceed
14) original cost and exceed book values,
while 15) claiming some entitlementto be
made whole where ) the opposite is
true.
11 The real question to be asked is (8
whether or not in the aggregate the
valuation of (91 NYNEX Massachusetts is
above the book value - the {10} market
valuation of NYNEX Massachusetts ex-
ceeds the a1 book value of NYNEX
Massachusetts. And if it does. 1121 thenall
of the conditions of the regulatory (13)
bargainthat Dr.Kahn talks about are fully
(141 satisfied and there isno basisforor s
justificadon for any specific stranded-
investment (16) recovery.
117 Q: Dr. Setwyn, I'd like to talk to you
about (18] universal service. I realize in
your testimony (19] you're recom
mending that if universal-service 120
funding is necessary, that it be done in a
{211 competitively neutral manner and
administered by a (22 neutral third party.
Is that correct?

231 A: Yes.

124 Q: Is there any way that we can
determine in
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(1] this proceeding whether or not the
fund is actually (2) necessary?
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131 A: That's a very interesting question, | (6 So I just do not think that the kind 7 of

141 because Massachusetts presents a
very unique fact (5} set relative to most
other states that the (6} Department [
think needs to be aware of. I've m
testified in a number of cases, and the
typicals| scenario involving the issues of
competition and (9] universal serviceand
universalservice funding is (10 the claim
by the incumbent local telephone com
pany (11 that its price for residence
service is below cost, (12] that it needs to
be abie to retain other sources of (13}
subsidization in order to continue to
price its [14) residential service below
cost and therefore it [i15) needs some
funding mechanism to assure itself,to (16}
be assured that it will have the where-
withal and to (17 continue to have the
resources so as to maintain (18 below-
cost pricing of residential services.

(19] Here we have a very different (20
situation. We have above-cost pricing -
admicwed, (21) conceded by NYNEX, that
its prices for basic (22 residential service,
both for the dialtone line (23} standing
alone and for the totality of services 24
that residential customers purchase ex-
ceeds cost.
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11; Q: On an average.

(2} A: On an average basis. Now, where
would (3) that cost deviate from average?
Well, it will tend 4 to devidte from
average perhaps in exchanges of (5]
different sizes. But that deviation will be
16| relatively small. Certainly there is

enough (7 - we're looking at a
by’ 's own (8} reckoning
and by my calculations of something like

91 $14 1/2. You have a $31-and-some-
change intrastate (101 revenue plus a
$3.50 subscriber line charge against (11)
total costs, which brings usto about $34
and (21 change -~ agsainst total in-
cremental costs, by 13 NYNEX's own
recko of something in the range of
(141 $20. We'd have to get really far, really
far, from (15] the average before we cross
that threshold.

1161 And the factual conditions that 1n
prevail in this state s that if there
cver(isl werea place where there should
be little, if any, (19 concern about cream-
skimming, about any (20 deterioration of
universal service,and so on,this (21)is the
place. The rates that apply in (221 Mas-
sachusetts for basic residential service
are (23 higherthan in many other places.
The local (24) calling areas tend to be
frequently smaller than in
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(1] many other places. Historically the
local and toll (21 rates have been higher
thanin manyother places.;3j Andyou see
that when yousce anaverage revenue (4
perresidential accessline in the range of
(51 34-and-some-odd dollars.

canned testimony that you got from
Professor (8 Kahn on this subject, for
cxample, which is the (9 same testimony
he gives in other places where these (10)
facts do not apply, is applicable here.

{111 Q: I take it, then, in your opinion it
would (12) be more likely than less likely
that universal (13} funding would not be
necessary, or a separate (141 universal-
service fund would not be necessary in
1s} Massachusetts?

e A: Well, there are reasons why cer-
tain kinds (17 of funding may be approp-
riate. Now, thereare a (18 couple of ways,
for exampie, you could do this. 151 You
could impose a requirement on all
competing - (20) on all localexchange
carriers, both NYNEX and new (21) en-
trants, that any qualifying customer, a
customer (221 who qualifies, for example,
for lifeline support, (23] for the elim-
ination of the interstate subscriber (24
line charge and for the lifeline discount
for
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{1] intrastate, against the intrastate rates,
must be (21 given thatand must be givenit
througha mechanism (3) that is internally
funded; in other words, if MFS 4 or
Cablevision or, you know, whomever
offers (5| residential service, that that
company, each of 6 those companies,
wuil‘lm the lifeline subsidy (71to any
q customer who requests it.
1si Now, if it turned out that there was (9]
some disproportionate demand for this,
that NYNEX (10] was providing a greater
share,a greater proportion (11) of lifeline
discounts, for example, than others, (12)
then some sort of pooling of this -
pooling (131 mechanism might be
appropriate. But certainly as (14 an
intertm measure it's perfectly reason-
able to (s simply say, “This is a re-
quirement.” You don't (16 have o im-
pose some sort of 2 bean count such as
(17 the company has suggested, in terms
of trying to (18) make sure proportions
are the same. What you (19 simply do is
say, “You can't refuse.” And then (20)
perhaps a year or two later you go and
see how it's (211 working.
{221 And then the only issue there is, (23)
again,nota macter of disqualification, but
if (241 things are so far out of balance that
it pays to
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{1 incur the administrative costs of the
pooling (21 mechanism, then go ahead
and do it. And if things 13) are pretty close
to being in balance, why spend the (4
money for the pooling mechanism? Just
simply from (5] an administrative-cost
standpoint.
(61 Q: With regard to a qualifying lifeline
{71 customer, how would you determine

a qualifying (8 lifeline customer?

(51 A: Whatever NYNEX presently uses -
and [ (10) confess that [ don't remember
precisely what the (11 details are for
qualification in Massachuseuws. (12} But
whatever it is that would qualify fora 13
customer for a lifeline discount under
NYNEX's (14} tariff would be applied
uniformly to all local- (15] exchange
carriers.

1161 Q: Thank you, Dr. Selwyn.

(171 MR. BESSETTE: Thank you, Mr. (18
Mitchell. We'll continue cross-ex-
amination with (19) Mr. Branfman.

120 CROSS-EXAMINATION

{211 BY MR. BRANFMAN:

(221 @: Good afternoon, Dr. Selwyn.
231 A: Good afternoon.

1241 Q: Would you please turn to Page 47
of your
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(1] testimony, My question is with re-
ference to Lines (2 6 and 7, where you
reference NYNEX's government- i3]
granted franchise to provide local tele-
phone (4 service on an exclusive mon-.
opolistic basis. Couid (51 you piease
explzin what you meant by that?
61 A: Well, I was speaking there in terms
of 171 the de facto condition. I'm not sure
of the (8) precise legal status of NYNEX's
franchise; but (91 certainly as a practical
matter, since roughly the (10 turn of the
century, NYNEX has had what amounts
to (111 both an exclusive ability to provide
service and (12) the assurance under the
regulatory bargain that (13) exists in this
state of the right to set prices 4 that
permit it 1o recover its investment and
carn a (i3] fair return,

1161 MR. BRANFMAN: have nothing (17
further.Thank you.

s MR, BESSETTE: Thank you. The 15!
Department will question now, with Mr.
Vasingron.

120] EXAMINATION

121 BY MR. VASINGTON:

(221 Q: Good afternoon.

1231 A: Good afternoon.

124} Q: Would you please turn to Page 37.
At the
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{11 top of the page, on Lines 1 t0 3, you
state that 2) NYNEX proposes to furnish
certain of its basic (3) services for resale
and to withholdothers fromthe (4; resaie
market but at wholesale prices that are
set (5| equal to its retail prices. What -
specificallyare (s you referring to there?
7 A: It's my understanding - whatI'm (8
referringto thereisbundled services.It's
my (9 understanding that premium ser-
vices, for example, (10 and flat-rate
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